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SUBJECT: GOC FACES SERIOUS MONETARY POLICY TEST 

BEGIN SUMMARY US DOLLAR CLOSED AT 97.26 CANADIAN CENTS ON 
CANADIAN FOREIGN EXCHANGE MARKETS FEBRUARY 21, MARKING ITS 
LOWEST DAILY CLOSING SINCE NOVEMBER 1960. RATE RECOVERED 
MARGINALLY (97.36) FEB 25 BUT WIDESPREAD CONCERN EXPRESSED 
AND IT APPARENT THAT GOC NOW FACING SERIOUS MONETARY POLICY 
CHOICE INVOLVING EITHER MAJOR NEW ROUND OF RESERVES 
ACCUMULATION, POSSIBLE FIVE PERCENT CANADIAN DOLLAR APPREC- 
IATION THIS YEAR, OR SIGNIFICANT EASING OF INTEREST RATES 
WITH CONSEQUENT DANGERS OF AGGRAVATION OF DOMESTIC INFLATION. 
CHOICE IS NOT CLEAR CUT BUT IF US INTEREST RATES CONTINUE TO 
DECLINE, FURTHER WIDENING OF US/CANADA DIFFERENTIAL WILL 
LEAVE LITTLE ALTERNATIVE TO GOC OTHER THAN LOWERING CANADIAN 
INTEREST RATES TO PREVENT FURTHER SUBSTANTIAL UPWARD PRESSURE ON 
CANADIAN DOLLAR END SUMMARY 

1. AFTER OSCILLATING CLOSELY AROUND PARITY WITH CANADIAN DOLLAR 
THROUGHOUT MOST OF 1973, US DOLLAR BEGAN STEADY DECLINE 
IN LATE DECEMBER, LOSING ABOUT ONE CENT IN JANUARY. 

WHILE THERE APPEARED TO BE SOME LET-UP IN FALLING US 
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OF INTEREST EQUALIZATION TAX (FROM WHICH CANADA WAS 
LARGELY EXEMPT) COINCIDED WITH BEGINNING OF A SECOND 
DECLINE WHICH HAS THUS FAR SEEN THE U.S. DOLLAR MOVE 
FROM 98.90 CANADIAN CENTS JANUARY 29 TO 97.26 CENTS 
FEBRUARY 21. 

2. THERE IS SOME DIVERGENCE OF VIEWS AS TO WHETHER 
STRONGER CANADIAN DOLLAR ATTRIBUTABLE TO INTEREST RATE 
DIFFERENTIALS, SPECULATIVE FLOWS IN FINANCIAL MARKETS, 
BULLISH OUTLOOK FOR ECONOMY IN FACE OF ENERGY CRISIS OR 
INSTEAD TO WEAKENING OF US DOLLAR AND RESULTING MOVE- 
MENT OF EUROPEAN FUNDS INTO CANADA. 

3. IN THEIR 1974 BALANCE OF PAYMENTS FORECAST, INVEST- 
MENT DEALERS DOMINION SECURITIES HARRIS (DSH) OF TORONTO 
ESTIMATES MARGINAL DETERIORATION IN CURRENT ACCOUNT 
DEFICIT TO C$400 MILLION, LONG-TERM CAPITAL INFLOWS OF 
C$1.3 BILLION WITH RESULTING BASIC BALANCE SURPLUS OF 
C$900 MILLION THE BASIC SURPLUS WILL BE FINANCED BY 
"PERMITTING THE DOLLAR TO APPRECIATE IN AN ORDERLY 
FASHION, INCREASING THE RESERVES IN ORDER TO LOWER THE 
RATE ONLY WHEN THE MARKET APPEARS VOLATILE AND ACTING 
TO REDUCE DOMESTIC INTEREST RATES ONLY WHEN THE EXCHANGE 
RATE SHOWS DEFINITE SIGNS OF RISING TOO FAR TOO FAST." 

ON THIS BASIS DSH FORECASTS SHORT-TERM CAPITAL OUT- 
FLOWS OF ABOUT C$500 MILLION AND RESERVE INCREASES OF 
C$400 MILLION. NET RESULT FOR 1974 FOR A WHILE WOULD 
BE AVERAGE VALUE OF US DOLLAR AT 97 CANADIAN CENTS 
INSTEAD OF AT PAR AS IN 1973. DSH ADDS, "GIVEN THE 
OVERHEATED CONDITION OF THE CANADIAN ECONOMY AND THE 
CHANCES OF INFLATION RATES RISING TO RECORD LEVELS, 

THE AUTHORITIES COULD BE WILLING TO ACCEPT AND EXCHANGE 
RATE IN THE AREA OF US$1.04 (C$.96) OR EVEN HIGHER 
(LOWER) PROVIDED IT DOES NOT COME TOO QUICKLY. (A 
HIGHER CANADIAN DOLLAR MIGHT PROVE TO BE NO BAD THING 
IF IT HELPED REDUCE THE COST OF IMPORTS.) ON THE 
OTHER HAND, IT IS UNLIKELY THAT THE EXCHANGE RATE 
WOULD STAY AT THIS RATE FOR LONG UNLESS THE OUTLOOK 
FOR CANADA'S EXPORT MARKETS IMPROVIES THIS YEAR." 
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4. WHILE DSH FORECAST LIKELY TO REPRESENT VIEWS OF 
MOST FINANCIAL OBSERVERS, EVENTS IN LAST TWO WEEKS 
INDICATE THAT ASSAULT ON EXCHANGE RATE MORE SEVERE 
THAN GENERALLY IMAGINED. FINANCE DEPT. OFFICIAL 
MONITORING FOREIGN EXCHANGE TACFET# TOLD EMBOFF FEB 13 
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OF 'VERY SUBSTANTIAL" SPECULATIVE PRESSURES ON 
APPRECIATING CANADIAN DOLLAR FROM NEW YORK. DURING 
WEEK OF FEB 13, BANK OF CANADA REPORTED, GOC CASH BALANCES 
DECLINED BY OVER C$300 MILLION - IMPLYING 
THAT LARGE PURCHASES OF FOREIGN EXCHANGE WERE MADE TO 
CHECK THE RISE OF THE CANADIAN DOLLAR. RESERVE CHANGES 
PUBLISHED ONLY ON MONTHLY BASIS THUS MAKING IT IMPOSSIBLE 
TO FOLLOW DAILY PATTERN OF OFFICIAL INTERVENTION AND 
FLOAT MANIPULATION. HOWEVER, IF GOC TO CONTINUE CLAIMING 
A "CLEAN FLOAT" WITH INTERVENTION ONLY TO MAINTAIN 
"ORDERLY MARKETS", SUSTAINED UPWARD PRESSURE IS BOUND TO 
RESULT IN SOME DEGREE CURRENCY APPRECIATION ACCOMPANIED 
BY ONLY MODEST AMOUNT RESERVE ACCUMULATION. 

5. IN ADDITION TO BOUYANT CANADIAN ECONOMY, THERE IS NO 
QUESTION THAT ACROSS-THE-BOARD HIGH LEVEL CANADIAN 
INTEREST RATES AT TIME US RATES DECLINING, ARE MAJOR 
FACTOR IN LURING EVEN FULLY-HEDGED FUNDS FROM US. THOSE 
PRESSING FOR REDUCTION IN BANK RATE AND PRIME RATE (7.25 
AND 9.5 PERCENT RESPECTIVELY) AS MEANS TO STOP INFLOW 

OF INTEREST SENSITIVE FUNDS ARE OPPOSED BY THOSE WHO 
SEE THIS MOVE RESULTING IN GREATER DOMESTIC INFLATION. 

IN 3 MONTHS ENDING IN JANUARY, SEASONALLY ADJUSTED MONEY 
SUPPLY ROSE AT AN ANNUAL RATE OF 30 PERCENT AND SEASONALLY 
ADJUSTED GENERAL BANK LOANS BY 26 PERCENT; LOWER RATE 

STRUCTURE WOULD BE LIKELY TO EXACERBATE ALREADY SERIOUS 
SITUATION. 

6. WITH PARLIAMENT RECONVENING LATER THIS WEEK, GOC 
WILL BE FACED WITH RENEWED DEMANDS FOR ACTION ON 
MONETARY FRONT. THERE IS SOME INDICATION THAT 
MANUFACTURING SECTOR COLD WEATHER FURTHER SLIGHT 
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COLLAR APPRECIATION WITHOUT SERIOUS EFFECTS ON EXPORT 
LEVELS. TO THE EXTENT THIS TRUE, GOC LIKELY TO PERMIT 
RATE TO RISE GRADUALLY AND RESIST SIGNIFICANT EASING 
OF MONETARY POLICY IF AT ALL POSSIBLE. MUCH WILL 
DEPEND ON DEGREE OF SPECULATIVE PRESSURE FROM US AND 
EUROPE. 

JOHNSON 

NOTE BY OCT: #AS RECEIVED, WILL SERVICE UPON REQUEST. 
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